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ABSTRACT 
 
This study examines the effect of monetary policy on the profitability of the four major banks 
in South Africa, namely; Standard Bank, Ned bank, ABSA  and FNB. The annual data used is 
for the period of 1999 to 2015, the study use Pooled OLS effects and Fixed effects to investigate 
the impact of Monetary Policy on Bank Profitability using Return on Assets as profitability 
measure. Empirical results indicate that monetary policy proxies by repo rate and lending rates 
were found to have no significant impact on bank profitability in the four major South African 
banks. 
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Chapter 1 
Introduction to the research issue 
 
1.0 Background and introduction 
South Africa consist of four major banks such as Absa, Ned bank, FNB and Standard bank. 
These banks are known as commercial banks. Households and small businesses are supplied 
short term loans by commercial banks. However, commercial banks are usually concerned with 
handling withdrawals and receiving deposits. Clients mainly use these banks for basic cheques 
and savings accounts, certificates of deposit and home loans. Banks basically profit at rates 
higher than the cost of the cash they loan. In many cases banks earn interest on loans and 
interest payments collected from the debt securities they possess, and pay interest on deposits, 
short-term borrowings and CDs (David, Eastburn and Lee, 1978).  
Commercial banks are the important channels used when it comes to applying monetary policy. 
They are thus impacted by the activities of monetary policymakers. The monetary policy 
makers will influence banks through the composition of bank assets and liabilities. The central 
banks control the money supply by using commercial banks. Monetary policy deviations have 
an impact on both sides of banker’s balance sheet, but then again commercial bankers must 
consider more than monetary policy as they seek their objectives of solvency and expanded 
profits. When banks lend to the public, the demand deposits are created and these deposits are 
the largest components of the money stock at the commercial banks. A borrower is toped up 
with a demand deposit for the amount he or she has borrowed, in return the bank gains an asset 
that is a loan, when it issues the liability which is a deposit. The expansion of deposits in the 
banking system is limited because it must keep funds on hand to cover check payments and 
reserve it is required to hold by law (David, et al., 1978). 
The fundamental motivation behind the South African Reserve Bank is to accomplish and 
maintain price stability in order to achieve sustainable and balanced economic growth. Price 
stability is evaluated by the setting of an inflation target run by government after discussion 
with the Reserve Bank. 
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The Reserve Bank uses the repurchase rate to influence short-term market interest rates and, 
exchange value of the rand, asset prices and real economic aggregates such as spending, 
economic growth 
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 and ultimately inflation, when conducting monetary policy. The Bank's operational 
refinancing system depends on an approach where the monetary policy interest rate, the repo 
rate, is the rate at which the central bank lend or provide short-term loan to banks. 
The Bank acts as banker for private banks. Banks experience a cash shortfall or a need for 
liquidity on a daily basis and their lender of last resort is the reserve Bank. A formal system is 
in place to guide the process through which banks borrow from the reserve bank and it is called 
the repurchase transactions system known as repo system. The repo system of borrowing and 
lending involves the temporary sale of a financial asset by the borrower (bank) in exchange for 
the needed cash from the lender which is the Bank (Reserve Bank, 2007). 
Banks’ lending rates are determined by three main factors namely, their cost of funding, the 
credit risk profile of the client and the degree of risk appetite of the bank itself, which includes 
not only appetite for credit risk but also for liquidity and interest rate risk. Banks use their 
funding cost as a basis for determining the interest rate charged on a loan, by adding a risk 
premium that reflects the credit risk profile of a client and the bank’s risk appetite at a particular 
time. The credit risk profile of a client depends on various factors, such as the creditworthiness 
of the client (ability to repay), the term of a loan, the type of loan, the extent of collateral 
provided, concentration risk and the mix of products offered to the client. 
In recent financial world, the banker who is insensitive to profits attracts the wrath of the stock 
holders and faces the possibility of early retirement. So it's not surprising that business banks 
attempt to structure their assets and liability portfolios for the best conceivable returns reliable 
with continued solvency. Banks can't generally precisely anticipate future loan demand, loan 
fees and deposit flows. Thus, they hold liquidity as a support against the unforeseen. Some of 
this support might be held in earning asset, for example, cash reserve. This liquidity gives them 
adaptability in exploiting new profit benefit as they arise and meet the unexpected deposits and 
cash drains (David, et al., 1978). 
South Africa official interest rate is the repo rate. The repo (repurchase) rate is the rate at which 
the South African Reserve Bank buys back securities it has previously sold in the money 
markets. This is the rate at which central banks lend or discount eligible papers for deposit 
money banks. The South African Reserve bank (SARB) raises the repo rate to curb expected 
inflationary pressure. Increasing the repo (repurchase) rate make it more expensive for the 
banks to borrow money and should lower the bank lending activities. A reduction in bank 
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lending reduces money supply in circulation, then inflation should fall, and vice versa (SARB, 
2013). 
The South African Reserve Bank (SARB) receives different approach instruments in its 
endeavour to successfully impact the amount of money or interest rates. As opposed to the 
immediate measures connected in before decades, the accentuation is currently on market-
oriented approach measures which look to manage or urge budgetary establishments to take 
certain activities on a deliberate premise. SARB repo (repurchase) rate is a decent case of such 
a strategy instrument. The repo rate is the rate at which the Reserve Bank gives help to the 
banking sector and along these lines reflect a cost of credit to the banking sector. At the point 
when the repo rate is changed, the interest rates on overdrafts and loan advances stretched out 
by the banks additionally tend to change. Along these lines the Reserve Bank by implication 
influences the interest rates in the economy (SARB, 2013). Before the deregulation time of the 
late 1980's; fiscal arrangement was led utilizing direct control measures. The broad controls of 
the 1970's period pretty much ruled out monetary markets improvement and the framework 
were now and again portrayed by broad disintermediation. 
The background of four major banks in South Africa 
The banking sector in South Africa is oligopolistic, very concentrated and ruled by four 
noteworthy banks. These incorporate Amalgamated Banks of South Africa Limited (ABSA), 
First National Bank (FNB), Standard Bank, and Nedbank. The sector, boasts well created 
managerial and credit data frameworks. It is, all in all, very much created, impact lively 
managed and supported by a sound lawful framework (Quiding, 2006). Since 1994, the nation 
has opened up its finance industry, bringing about an expansion in the quantity of banks and 
therefore an ascent in credits and advances. Countless new participants in the business have 
been offering a scope of new items focusing on the past unbanked populace and lower pay 
clients, successfully increasing the level of rivalry in the sector.  
Absa bank  
ABSA remains for Amalgamated Banks of South Africa. Barclays came to presence in Africa 
through its union with pilgrim bank, somewhat English Egyptian bank and national bank of 
South Africa in 1964 to shape Barclays Bank Dominion, Colonial and Overseas. In 1991 the 
Amalgamated Banks of South Africa Limited was framed in South Africa through the 
organization together of the United, Allied, Volkskas, Sage and Bankorp, and additionally 
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Trustbank, Senbank and Bankfin. The banks and the gathering ended up plainly known as Absa 
assemble ltd in 1997. 
First National Bank 
By the year 2005 to 2006 Barclays acquired a greater part stake of 55.5% in Absa Group Ltd, 
and was one of South Africa's best money related administrations organizations, and Absa 
Group Ltd dispatches its new Corporate and Investment Banking division, for example, Absa 
Capital. In 2013 the lion's share of Barclays' organizations in Africa are joined with Absa Group 
Ltd to make Barclays Africa Group Ltd.  
Standard bank  
In London on 13 October 1862, the standard bank of British South Africa was made and its 
update of affiliation was agreed upon. It was incorporated and enrolled as a constrained risk 
company on 15 October 1862. The set-ups of branch banking methodology began in January 
1863 in Port Elizabeth. A component which recognized the Imperial banks like Standard Bank 
from the nearby private banks was the foundation of a branch arrange.  
By 2007 Standard Bank's outside possession remained at around 25% and in a point of interest 
bargain Standard Bank Group went into a strategic organization with Industrial and 
Commercial Bank of China Limited (ICBC), the world's biggest bank by showcase 
capitalisation whereby ICBC turned into a 20% shareholder in Standard Bank Group in 2008.  
During the time Standard Bank accomplished numerous "firsts" including being the main bank 
on the jewel fields and on the Witwatersrand gold fields, the principal business bank to dispatch 
an Automated Teller Machine and first to build up a full electronic branch. 
FNB is the most established bank in South Africa, and can be followed back toward the Eastern 
Province Bank shaped in Grahamstown in 1838. Today, FNB exchanges as a division of 
FirstRand Bank Limited. A point of interest advancement in FNB's history occurred in 1998 
when the money related administrations interests of Rand Merchant Bank Holdings and Anglo 
American were converged to frame FirstRand Limited. All the while, FNB was delisted from 
the JSE on 22 May 1998 to wind up plainly a completely possessed backup of FirstRand, which 
was recorded on the JSE on 25 May 1998. On 30 June 1999, the banking interests of FirstRand 
formally converged into a solitary substance to frame FirstRand Bank. FNB, WesBank and 
RMB now exchange as divisions of FirstRand Bank. 
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Nedbank 
From the year 1971 to 1999, the Netherlands Bank of South Africa (NBSA) changed its name to 
Nedbank. Nedbank turned into the main bank in South Africa to pay interest on current records. The 
Credit Corporation of South Africa, set up in 1946, progressed toward becoming Nedfin Bank. Old 
Mutual turned into the real shareholder (53%) of Nedbank. From the year 2007 to 2015, gather 
conveyed effectively on the monetary targets set toward the beginning of the strategic recuperation 
program in 2004 of a 20% profit for value and 55% proficiency proportion. Eyethu dark monetary 
strengthening (BEE) plot paid out R63 million to customers and presented the Basel II Advanced 
Internal Ratings-based approach for credit chance administration in Nedbank. 
This study will therefore examine the effects of monetary policy on profitability of these four major 
banks in South Africa. 
1.1 Statement of research problem 
South Africa is dissimilar to most different nations on the continent, it has generally been a 
huge player in global markets. South Africa's economy is more open than many industrialized 
nations. Firstly, International markets including South Africa have been hit by the worldwide 
financial depression and financial crisis, however in ways not anticipated or predicted. 
Although the crisis did not affect the banking sector in a similar degree or as profoundly as in 
the US and Europe, banks have encountered a decrease in earnings. 
In 2009, SARB began to raise rates as inflation moved towards the upper limits of the inflation targets, 
which have put local banks profits under pressure. Absa wrote down assets it bought after clients 
defaulted on future contracts, earnings per share for six months at ABSA dropped to 39%. There was 
limited growth in business volumes. Non-performing loans and arrears are relied upon to keep rising. 
High cost of funding has led to expectations that margins remain under pressure. Same pressure is 
apparent from both Standard and Ned bank. 
A number of factors, including the strength of regulatory institutions and residual exchange controls on 
residents, protected South Africa from the kind of full-blown banking crisis experienced in the UK, 
parts of Europe, and the USA. Bank regulation has proven to have been crucial to South Africa’s 
reaction. However, local banks have experienced some stresses, especially on the earnings front, as 
advances and credit extension fell sharply (Padayachee, 2009).  
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Yeyati (2004) stated that, in periods of downturns and low interest rates banks avoids to lend, and by 
doing that they discourage expansionary monetary policy. They do not realise that by increasing lending 
they would push the economy out of recession. Monetary policy could be made more effective when 
state intervention could solve this coordination problem.   
Government is faced by complex issues of identifying the appropriate level and form of intervention in 
the banking sector. Banks assets consist of illiquid loans and liabilities that consist of demand deposits 
and that makes a bank to become a fragile institution. In Such circumstances a bank may create bank 
runs and many bank failures. However, banking instability by itself does not warrant government 
intervention aimed at ensuring the stability of the banking system, unless bank failures generate large 
negative externalities. This gives the sense that banks are special because, other than intermediating 
credit, they likewise give two administrations that have a public-good nature, which are the backup 
source of liquidity for all other institutions and the transmission belt for monetary policy (Yeyati, Micco, 
and Panizza, U., 2004). 
 Secondly, there is an issue of moral hazard. In banks that have low net worth, there is principal-agent 
relationship between bank managers and bank depositors that cause moral hazard problems. Bank 
managers may increase deposits rate and offer them to the public, so that they can attract large quantities 
of funds in order to invest them in risky ventures. Thus, if such ventures are effective, bank owners get 
to possess the large profits that remain after paying off the bank’s depositors, while if they are not 
successful, the owners of the bank lose very little of their own money (Montiel, 20003). 
The third problem in South Africa arises when there are banks who try to maximize their profits 
by cheating and using corruption. Three South African banks were caught by the Competition 
Commission that revealed that global banks were colluding to fix the price of the South African 
rand for their own use. 
The competition commission established that since 2007 the major banks had an agreement to 
collude on bids-offer prices including the bid and offer spread for the spot trades with regards 
to currency trading comprising US dollar / rand currency pair. It further found that the accused 
influenced the value of bids and offers through agreements to refrain from trading and making 
up false bids and offers sometimes.  
Banks compete in different ways both amongst themselves and with other money related 
establishments and markets. In those business sectors that are contestable, they likewise complete with 
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new rival in the industry. When banks are completing they use price, delivery channels, product 
differentiation, advertising, service standards and relationship management. All in all, price competition 
have many ways through which banks competition have the impact of raising expenses (Falkena, 
Davel, Hawkins, Llewellyn, Luus, Masilela, Parr, Pienaar, and Shaw, 2004). 
Consumers must have sufficient information in order to make comparisons and rational choices, so that 
competition between supplies become effective in practice. In this case a consumer or client will need 
to have knowledge or educational background to check and calculate annual rate of interest on credit 
card. Furthermore, current account holders are not always aware that, if they switched banks they could 
pay lower interest rates. 
When people view banking industry and its competition, a central concern is the extent of any excess 
returns being made by banks over a period of time. Excess returns are referred to as the return on equity 
in excess of the cost of capital. The lack of effective competition among banks or suppliers happen 
when the return on capital is greater than the cost of capital and that indicates excess profits and prices. 
(Falkena, et al., 2004). 
Parliament's finance committee Yunas Carrim stated that Competition Commission’s findings 
into bank collusion had strengthen the need for more operative regulation of banks. The 
findings also revealed that about 90% of the market is controlled by South Africa’s four major 
banks, along with the necessity to make space for new entrants, not least Postbank (Ensor, 
2017). 
1.2 Objectives of the study 
The general objectives of the study is to examine the monetary policy and profitability on four 
major banks in South Africa. The specific objectives of this study are: 
i) Examine trends in profitability of four major banks in South Africa. 
ii) Conduct an econometric investigation about the impact of monetary policy on 
profitability of four major banks in South Africa. 
iii) Based on the empirical findings, make conclusions and policy recommendations.  
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1.3 Hypothesis testing 
H0: the monetary policy does not have significant effect on the profit of four major banks in South 
Africa. 
H1: the monetary policy does contribute to the profitability of four major banks in South Africa. 
1.4 Significance of the study 
This study is there to determine whether there is an impact or no impact of monetary policy on the 
profitability of four major banks in South Africa. It is important to examine how changes in repo rate 
affect liquidity and profitability of banks. It is also desirable to have a stable spread between prime rates 
and repo, as it affects the re-pricing of banks’ assets and liabilities. A change in the current spread would 
disrupt the market because both banks’ assets and liabilities would have to be re-priced and clients 
would have to re-negotiate lending and deposit rates. The yields of all products referenced to the prime 
rate would change relative to other products that are not referenced to the prime rate. Furthermore, 
because most of the prime-linked products have a specific term to maturity, unexpected changes to the 
spread would result in capital losses or profits for counterparties, depending on whether the spread 
narrows or widens. 
Bank profitability is important in South Africa because it contributes to economic growth of the country. 
This study will give awareness to the bankers that profitability can be achieved when utilizing internal 
resources of banks such as capital and assets efficiently and following the rules of the central bank 
regarding the monetary policy. From this research, they will realize that proper implementation 
of monetary policies can ensure higher profitability of the banking industry. It will be a useful 
source to consumers who are affected by bank collusion false rates charges. It will also 
constitute guide towards future design and formulation of lending policies by the monitoring 
authority through the implementation of recommended measure. 
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Chapter 2 
The overview of the South African banking industry 
2.0 Introduction 
There have been three wide monetary policy administrations since the 1960s. The main 
administration was a fluid resource proportion construct framework with quantitative controls 
in light of interest rates and credit, and operated until the mid-1980s. A scope of changes 
sanctioned from the mid-1980s toward a money reserves-based framework took after the 
suggestions of the de Kock Commission Reports (1978, 1985). After continuous specialized 
changes on resources prerequisites, and a redefinition of the part of the markdown rate, this 
second administration was in full operation by mid-1985. 
 Under the money reserves framework, the SARB rebate rate affected the cost of overnight 
collateralised loaning and consequently showcase interest rates. The supply of credit was 
affected by open market operations and different arrangements following up on general 
liquidity. By making a determined money advertise deficiency and setting the bank rate at a 
moderately abnormal state, the business bank rates were ordinarily firmly connected to the 
bank rate (Aron and Muellbauer., 2007). This chapter focuses on the overview of the banking 
system and its monetary policy in South Africa. It will look on tools of monetary policy and 
how monetary policy variables affects bank profitability. It will also look at trends of monetary 
policy and profitability variables over the years 2013 to 2015 and illustrates their changes using 
graphical representation. 
 
2.1 tools of monetary policy  
During normal times, the Federal Reserve uses three tools of monetary policy which are open 
market operations, discount lending, and reserve requirements to control the money supply and 
interest rates, and these are referred to as conventional monetary policy tools. 
2.1.1 Open market operations 
Open market operations alludes to the purchasing and offering of government securities in the 
open market with a specific end goal to extend or get the measure of cash in the banking system, 
encouraged by the Federal Reserve. Securities bought infuse money into the banking system 
and fortify development, while offers of securities do the inverse and contract the economy. 
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The Fed's objective in utilizing this strategy is to modify and control the government federal 
fund rate, which is the rate at which banks obtain reserves from one another. 
Open-market operations have been utilized moderately widely by the Reserve Bank as a 
working instrument to influence liquidity since the mid-1980s when South Africa moved far 
from direct to market related measures to impact money related conditions. The Reserve Bank 
additionally has been effectively required as market-make in government paper, making it hard 
to recognize these exchanges from pure open market operations. The current change to delegate 
private banks as essential merchants in government securities ought to reinforce the Reserve 
Bank's capacity to achieve open-market operations more for monetary policy purposes.  
The significant degree to which the Reserve Bank made utilization of open-market operations 
and alterations in the arrangement of the Corporation for Public Deposits to impact liquidity in 
the money market. 
The Reserve Bank in co-operation with the Treasury additionally exchanged government assets 
to and from the private banks as a feature of its money market operations. Until the point when 
in 1993 all deposits of the Central Government were hung on the Exchequer and Paymaster-
General records at the Reserve Bank (Van der Merwe, 1999). 
2.1.2. Cash reserve requirement 
Reserve requirements will be requirements with respect to the measure of money a bank must 
hold in reserve against deposits made by clients. This money must be in the bank's vaults or at 
the nearest Federal Reserve Bank. Set by the Fed's leading group of governors, reserve 
requirements are one of the three principle apparatuses of monetary policy and the other two 
instruments are open market operations and the rebate rate. 
Central banks initially turned into the caretaker of banks' cash reserves incompletely for 
prudential reasons, at the end of the day, to ensure the liquidity, dissolvability and wellbeing 
of banks, and somewhat to shield their own particular money related position. The money-
creating limit of banks is likewise tangibly affected by the measure of reserve balance that the 
banks keep with the central bank. Thusly, alterations in the minimum required reserve balances 
of banks have been broadly utilized as an instrument of monetary policy.  
A statutory minimum reserve asset requirement has been utilized as a monetary policy 
instrument since the foundation of the Reserve Bank in 1921.The cash reserve requirement has 
for the most part been viewed as a helpful monetary policy instrument in that it gives a 
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wellspring of demand to central bank reserves in case of vast and supported changes in 
residential liquidity. Varieties in cash reserve requirements have for the most part not been 
utilized as a part of the everyday administration of money market liquidity since they are 
comparatively unwieldy, set aside to become plainly viable and frequent modifications could 
disturb the productive administration of banks' portfolios (Van der Merwe, 1999). 
Over the span of the early part of the 1900s, a large number of the central banks that were built 
up at that point, were given lawful forces to require commercial banks to keep reserve balance 
at the central banks. Since 1921, the South African Reserve Bank has gone about as overseer 
of the reserve balance of the nation's banking organizations and, from November 1986, of the 
previous building social orders. This activity depended on the legitimate least reserve 
requirements that were in compel at various circumstances. Until March 1993, such adjusts 
must be kept up regarding the Banks Act of 1990, or its forerunners. In March 1993, it was 
chosen that the base reserve requirements would be incorporated into the requirements 
stipulated in segment 10A of the South African Reserve Bank Act of 1989. This above and 
beyond exhibited that base reserve requirements were not any more observed fundamentally as 
a prudential measure, however as a monetary-policy instrument (Nel, 1969). 
As part of the progressions made to the monetary-policy operational techniques and Reserve 
Bank convenience works on amid March 1998, an averaging arrangement in the utilization of 
the minimum reserve balances that banks need to keep up at the Reserve Bank was presented. 
To disentangle the present least reserve requirements, the Reserve Bank at that point presented 
one reserve proportion of 2,5 for each penny on the aggregate liabilities of banks. This 
prompted a slight lessening in the measure of the reserve balances held by banks, which did 
not have any genuine impact, since premium was never again paid on these balances. Banks, 
therefore, are permitted to draw funds from their reserve records to meet every day settlement 
deficiencies, the length of adequate sums are redeposit to meet the requirement on a month to 
month basis.  
Banks may now and again put moderately little measures of free reserves with the Reserve 
Bank, in current accounts. Such free reserves fill in as a first line of liquidity and can be utilized 
for reasons for gaining banknotes for issuance to people in general, and for affecting the 
settlement of cases between banks emerging from the day by day clearing of cheques. 
Frequently, therefor, the holding of an abundance reserve balance is observed to be incidental, 
rather than deliberate. Ordinarily, banks will attempt not to hold reserve balances with the 
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Reserve Bank in abundance of the minimum requirements. The reason is that the Reserve Bank, 
despite the fact that permitted to pay enthusiasm on its deposit liabilities, has not yet done as 
such. In this manner, banks typically want to put abundance cash balances in the interbank 
market, where such speculations can promptly be changed over into cash balances with the 
Reserve Bank, as and when required (Nel, 1969). 
2.1.3. Discount window 
A discount window alludes to credit institutions in which money related facilities go to borrow 
funds from the Federal Reserve. These credits, which are estimated at the discount rate, are 
frequently organized as secured advances to lighten weight in reserve markets. It decreases 
liquidity issues for banks and helps with guaranteeing the essential soundness of budgetary 
markets. 
2.2. Overview of South African banking industry 
South Africa has an organised and well implemented banking system regulations which 
contrasts positively with those of industrialized nations. In spite of the fact that the South 
African banking system division has been through a procedure of instability and change before, 
it has pulled in a considerable measure of enthusiasm from abroad with various outside banks 
building up nearness in the nation and others securing stakes in significant banks. The South 
African banking sector has been positioned third out of 148 nations in the 2013/14 World 
Economic Forum Global Competitiveness Survey.  
At present, there are 38 enrolled banks in South Africa. This number comprises of 15 South 
African controlled banks, 6 foreign controlled banks, 15 domestic branches of global banks, 
and two mutual banks. Moreover, 44 worldwide banks have approved agent workplaces in 
South Africa. Agent workplaces, therefore, may not take deposits.  
Big five banks gatherings keep on dominating the South African banking sector. These groups 
are Absa, Standard Bank, FirstRand Bank, Investec and Nedcor. In 1994, these gatherings 
spoke to 83.8 for each penny of the aggregate resources of the saving money division and, as 
of now, they speak to 87.4 for every penny of the banking sector. The remaining 12.6 percent 
for assets in the banking sector are presently held by the other 31 banks, barring the two mutual 
banks. At first, the quantity of medium to little local banks expanded consistently over the 
previous decade. During, the last quarter of 1999, these banks confronted liquidity weights, 
which prompted a hefty portion of these medium to little banks leaving from the banking 
system. 
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This descending pattern achieved its most minimal point with the situation of Saambou Bank 
into curatorship in February 2002 and the ensuing mix of BOE Bank into Nedbank. From the 
last quarter of 1999 to the end of March 2003, about 22 banks left the South African banking 
sector. One might say, in any case, that this phenomenon was expected more to a combination 
of the more extensive banking sector than a disappointment of the medium to small banking 
sector. Right now, small local banks constitute 3.1 for each penny of the aggregate banking 
sector, in contrast with 21.7 for each penny in 1994.  
Because of the political disengagement of South Africa in the mid-1980, worldwide banks 
ended their operations in South Africa. Instantly preceding the approach of the equitably chose 
government in 1994, couple of worldwide banks were doing managing an account business in 
South Africa. Corrections to the Banks Act in 1994, be that as it may, permitted not just 
illustrative workplaces and backups of worldwide banks to be set up in South Africa, 
additionally branches of universal banks. Following the opening of South Africa's financial 
system framework in 1994, universal cooperation in the local banks industry expanded 
fundamentally, from 3 for each penny in 1994 to 9.5 for every penny of aggregate banking 
sector resources before the end of October 2004 (Mboweni, T.T., 2004). 
2.2.1. Periods of change in the banking sector 
 Following South Africa’s re-entry into international financial markets in 1994, locally 
registered banks have increasingly been expanding their operations into other countries. At the 
same time, international banks have been expanding their operations into South Africa. Besides 
adding further depth and sophistication to the South African market, these foreign banks began 
to tap into the South African labour market. Consequently, the arrival of these predominantly 
resourceful and experienced banks posed formidable challenges to local banks. In a quest to 
survive and excel, South African banks had to devise means to adapt to the new terrain. As a 
result of the increased competition, lending margins have been placed under greater pressure, 
and several banks have had to expand their businesses and enter markets with slightly higher 
credit-risk profiles. Currently, the major banks offer a wide range of services to both individual 
and corporate customers. One-stop relationship banking, with an emphasis on universal 
banking, instead of isolated services, has gained in importance during the past few years. 
Nevertheless, several banks, especially small local and foreign banks continue to service niche 
markets, where they hold some form of competitive advantage (Mboweni, T.T., 2004).  
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2.3. Trends in South African banks over the past decade  
Generally, the South African banking sector remained fairly stable during the past decade. The 
first part of the past decade was characterised by global financial turbulence and banking crises 
in many countries. In general, the South African banking sector showed itself to be remarkably 
resilient during the crises experienced. The latter part of the decade was characterised by a 
significant depreciation of the South African currency and, in 2002, we experienced our own 
banking instability. Fortunately, and owing particularly to the solid foundations upon which 
our banking system is based, 2003 and 2004 were marked by greater stability (Mboweni, T.T., 
2004). 
2.3.1. Bank profitability 
The risk-reward trade-off is constantly present in the banking sector. Through different 
mechanisms Risk taking makes higher expected earnings. There may be an increase in earnings 
in the short term  but  it  also  increases  the  credit  risk  profile  and  the  probability  of  future 
losses, for example by granting high margin loans to risky customers. 
 ROA= net income/total assets.  
ROA assesses the profitability presentation of total assets, and could be treated as measure of 
bank financial performance.   
Figure: 2.1 Trends on returns of four major banks in South Africa 
.  
Source: Bloomberg financial statements of four major banks in South Africa 
1 ---- Standard bank,  
2 ---- Nedbank, 
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3 ---- ABSA  
4 -----FNB. 
On the graph above standard bank have higher returns compared to other banks starting from 
2007 and declined slightly to 2008 and 2011 and decreased completely in 2012. The earnings 
for standard bank went up again drastically the same year. This was because standard bank was 
experiencing the pressure from the global financial crisis. In Africa standard bank made a profit 
of about R7.3 billion but contributed small loss to the bottom line (Chahwahwa, 2013). 
Absa was facing increasing returns in 1999 to 2000 and went down in 2001. It is possible that 
some banks derived a net benefit from the depreciation of the rand during the last quarter of 
2001, the depreciation of the rand had a severe negative impact on the banking industry as a 
whole. The higher volatility and wider spreads of the last quarter of 2001, and especially in 
December 2001, gave rise to higher revenues on foreign exchange dealings than for the 
remainder of the year. At present about 6% of the share capital in South Africa’s major banks 
is held by foreign investors. The depreciation of the rand has not been good for those foreign 
shareholders or for the prospects of attracting additional foreign investors. On an index of 100 
in the fourth quarter of 2000 compared with the fourth quarter of 2001, five of the six major 
banks are on a range somewhere between 38 and 64. That is an indication of the sort of loss in 
their domestic currency that foreign shareholders would suffer if they realised their share in 
South African banks. 
The above graph shows that Nedbank experienced increasing returns between 2000 and 2002 
compared to the other banks, which were more or less having the same average returns. From 
2000 to 2001 we see Nedbank having sharp decreases in returns, possibly because of the 
liquidity crisis in 2001 that banks experienced. According to Mohamed (2003), the cause of 
the currency crisis that the country had experienced was a result of large financial short-term 
capital inflows that were unproductively used and investments, which did not increase, and it 
was easy as well for capital flight leading to decreases in stocks and currency depreciation. 
From 2001 to 2002, it slightly recovered only to have decreasing returns again from 2002 to 
2003 because it was recovering from the liquidity crisis. 2009 there were slight changes in 
decrease in return on assets which can be linked to the financial crisis of 2008, which did not 
badly affect South African banking sector. The banks starting in 2010 saw increasing returns. 
The  ROA  of  some  South  African  bank  groups have  fluctuated  quite  dramatically  over  
the  period  2000  to  2008.  Major  bank  groups  like Nedcor  Group  Limited  had  a  4.96%  
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ROA  before  taxation  in  2000  with  a  drop  to  a  negative return  of  0.238%  in  2003,  and  
thereafter  recovering  to  1.91%  in  2007.  Other  bank  groups  like  African  Bank  Limited  
had  a  21.38% ROA  before  taxation  in  2000,  with  a  drop  to  12.50%  in  2002,  and  an  
increase  to  23.15%  in 2006.  During the period 2000 to 2007 the positive and negative 
fluctuation in the ROA of the bank groups did not occur equivalently simultaneous, thus 
indicating that it can be ascribed to individual  bank  efficiency  and  not  macro-environmental  
factors  that  affected  the  banking industry  as  a  whole.  
   This  is  proved  by  the  fact  that  in  each  of  the  years  from  2000  to  2007, the  ROA  of  
some  bank  groups  showed  increases  in  ROA  whilst  others  showed  slumps. During  this  
same  period  of  time  (2000  to  2007)  the  ROE  of  banks  fluctuated  much  more  due to 
the multiplication effect of the financial leverage factor resulting from an average equity to 
total  asset  ratio  of  approximately  6%  for  the  major  banking  groups  like  Standard  Bank 
Limited,  FirstRand  Limited,  Absa  Group  Limited,  Nedcor  Group  Limited  and  Investec 
Limited.  In  the  case  of  Nedcor  Group  Limited this  resulted  in  a  ROE  of  44.84%  in  
2000  deteriorating  to  a  negative  ROE  of  4.15%  in  2003 and progressively increasing back 
to 24.72% in 2007 (Cronje and Beer, 2010). 
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2.3.2. Liquidity 
Liquidity execution measures the capacity to meet budgetary commitments as they wind up 
noticeably due and is essential to the supported suitability of banking foundations. What started 
as credit worries for the US sub-prime market formed into worries in worldwide acknowledge 
markets for obscure money related exposures and potential misfortunes (ABSA, 2009)? The 
resultant vulnerability made money related market members exceedingly chance loath, with 
the end goal that they were unwilling to put resources into any business sectors or monetary 
instruments other than places of refuge. 
 
 This seriously decreased the levels of liquidity in the worldwide monetary markets (SARB, 
2009). South Africa was not resistant to such advancements and this is reflected in the liquidity 
proportions. South African banks depend on client's stores and their present adjusts with the 
South African Reserve bank for their liquidity .These banks are required to hold a normal every 
day measure of fluid resources that should not be under 5% of balanced liabilities (Kumbirai 
and Webb, 2010). 
 
Most banks are in the business of liquidity transformation, in other words, they take deposits 
that are often payable to customers on demand or on notice over a short period of time and use 
it to fund credit facilities to borrowers over longer periods of time. Banks supply liquidity to 
both individuals and companies and they take on liquidity risks as an essential part of their 
lending and deposit-taking activities. Deposits that banks take are typically demand deposits 
that can be withdrawn immediately, but banks normally re-lend such funds over longer terms, 
such as a five-year car loan. This creates a mismatch between the payment profiles for Deposits 
and loans. 
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Figure: 2.2 Trends in liquidity of four major banks in South Africa 
 
Source: Bloomberg financial statements of four major banks in South Africa 
1 ---- Standard bank,  
2 ---- Nedbank, 
3 ---- ABSA  
4 -----FNB. 
 
On the graph above it has been revealed that in 2007 ABSA was holding more liquid loans and 
decreased in lower levels until 2012. In 2001 the rapid depreciation of the rand mainly had a 
negative effect on Absa’s treasury operations. The impact on profitability was mixed. Gains 
were made on the foreign exchange and gold and currency options desks. By contrast, the 
interest rate derivatives and local and off-shore funding desks were negatively affected by sharp 
decline in liquidity. During December 2001 the capital market yields became unstable, which 
had a direct impact on liquidity in the market. Absa’s ability to issue longer term instruments 
was accordingly curtailed. Capital adequacy ratios decreased due to the negative impact of the 
rand on Absa’s balance sheet. 
 On the other side FNB had higher liquid assets in 2008 and went down during 2007.  Liquidity 
performance measures the ability to meet financial obligations as they become due and is 
crucial to the sustained viability of banking institutions (Kumbirai, et al., 2010). 
The bank earned high income from trading margins in foreign currency transactions with 
customers as a result of increased customer activity and increased volatility in the foreign 
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exchange markets. This increase in profitability will most likely be countered at a later stage 
by lower income because overall customer volumes would still be constrained over time by 
what is allowed within Exchange Control Rulings. 
Banks utilize the liquidity trend in terms of normal net loan to total assets ratio (NLTA), liquid 
assets to deposits and short term borrowing ratio (LADST) and net loan to deposit and short 
term borrowing ratio (NLDST).  
In 2008 NLTA decreased to 72.94 before expanding again to 73.99 of every 2009. The 
adjustment in the trend implies the backing off in loans to customers and a proceeded with 
increment in disabled loans prompting a reduction in net loans and in total assets which 
subsequently diminished by 4 .78% to R2, 673 billion toward the finish of 2009 .Generally, a 
higher NLTA may demonstrate conceivable liquidity issues for banks in a tight credit showcase 
despite a substantial deposit withdrawal or if there should be an occurrence of startling 
withdrawals. In any case, the expansion in NLTA for the five banks did not represent any 
liquidity issues as South African banks could even now get to the money reserves that they 
held in abundance of the base necessity with the reserve bank . 
The LADST ratio has been steadily falling for the period under audit showing diminished 
liquidity for the banks .The ratio diminish by 14 .56% from 18 .06 out of 2005 to 15 .43 of 
every 2006 demonstrating a fall in the measure of customer and short term supports that could 
be met in the event that they were all of a sudden pulled back .The ratio however marginally 
expanded by 2 .03% out of 2008 as the measure of liquid assets held by the banks expanded by 
20% amid 2009 as banks expanded their interests in instruments qualifying as liquid assets 
(SARB, 2009) .The ratio at that point diminished from 15 .06 to 13 .40 out of 2009 showing a 
further deterioration in liquidity. In this manner in as much as banks have been expanding their 
level of liquid assets that for the most part comprise of current records/reserves with the SARB 
and different banks, customer deposits and short term financing have additionally been 
expanding to such an extent that the general trend kept on demonstrating decreased levels of 
liquidity.  
NLDST took after a comparable trend expanding by 2 .16% from 88 .02 out of 2005 to 89 .93 
of every 2006 and consequently expanding by 8 .55% to 97 .62 out of 2007 .The expanding 
trend demonstrate weakening liquidity in the banking sector as an ever increasing number of 
assets, customer deposits and short term financing are tied into loans which are delegated 
illiquid assets. The liquidity of the banks contracted most between the years 2006-2007 when 
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the banks were forcefully expanding their loan portfolios amid the nation's preparation for 
World Cup 2010 .The variety in the ratio from 2007 onwards is attributed to changes in the two 
loans to customers and changes in deposit and short term financing . 
The banks fixed loaning guidelines later in 2008 because of the worldwide money related 
emergency to such an extent that credit development snuck past 2 .6% from R1, 842 billion out 
of 2008 to R1, 794 billion of every 2009 in the long run achieving low levels and zero 
development before the year was over .The lower rate may likewise be ascribed to a more 
tightly fiscal strategy position and the execution of the stringent hazard based loaning criteria 
by the banks because of the presentation of the National Credit Act of 2007 .While bank 
advances and advances contracted amid 2009, the compression in credit expansion had both 
request side and supply-side components (SARB, 2009) .On the request side, doubtlessly 
family units kept on being hesitant to bring about more obligation prompting a fall popular for 
advances, while on the supply side loaning principles have stayed tight and prompted the 
backing off in the development of advances and advances to clients (Kumbirai, et al., 2010). 
2.3.3. Bank size 
As indicated by the South African Reserve Bank (2015) the South African Banking area has 
32 saving money foundations, 40 universal banks worked approved agent workplaces in 
South Africa with African Bank under curatorship. The four noteworthy banks including 
Investec hold 89.2% of aggregate managing an account resources; neighbourhood worldwide 
branches hold around 77% and others 7% of aggregate saving money resources. The South 
African keeping money segment remains exceedingly thought with six generous banks 
speaking to more than 90 percent of stores; these are, Standard Bank, Absa, First National 
Bank, Nedbank, Capitec and Investec. 
 
Table 2.1. Bank Size (Total assets) 
BANK TOTAL ASSETS (R 
MILLIONS) 2014 
TOTAL ASSETS (R 
MILLIONS)  2015 
Absa Bank  977 138.5 1 068 009 
FirstRand Bank  905633.5 1 002 401 
Nedbank  779 453.5    867 519.5 
Standard Bank 1 796 887 1 941 097 
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Total 4 459 112.5 4 879 026.5 
Source: Data compiled from Bank’s Annual Financial Statements from Bloomberg 
 
As indicated by the South Afican Reserve Bank (2016) The yearly development in banking-
sector assets is chiefly ascribed to the yearly development of 11,3 for every penny in gross 
loans and propels and 89,2 for every penny in subordinate financial instruments. Gross loans 
and advances represented 74, 5 for every penny of the banking-sector assets toward the finish 
of December 2015 and added up to R3 601 billion. The expansion in gross loans and advances 
was principally because of increments in different loans to clients, which developed by R126 
billion on year and term loans, which recorded a R85 billion year-on-year development.  
 
The banking-sector assets were primarily financed by deposits, current record and different 
creditors, which constituted 84, 1 for each penny of aggregate banking-sector liabilities as at 
31 December 2015. Deposits from corporate clients remained the biggest part of aggregate 
deposits for banks amid 2015 and added up to 40,7 for every penny of aggregate deposits 
toward the finish of December 2015. Other real wellsprings of banking-sector deposits amid 
2015 included deposits from retail clients 25,2 for each penny, banks 14 for each penny and 
securities firms 9,5 for each penny expresses the South African Reserve Bank (2016) 
 
Figure: 2.3 Trends on size of four major banks in South Africa 
 
Source: Bloomberg financial statements of four major banks in South Africa 
1---- Standard bank,  
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2---- Nedbank, 
3---- ABSA  
4 -----FNB. 
It has been shown in the graph that the size of the four major banks in south Africa are 
increasing since 1998  to higher rates as years pass by. Standard bank is shown as the leading 
bank in terms of size increase over the years 1998 to 2013. 
In  the  South  African  context,  the  structure  of the  South  African banking  industry was 
characterized  by monopolistic  competition. This  result may reflect domination  by  five  large  
banks,  which  together  account  for over  85  per cent  of  total banking  assets. South  Africa’s  
largest  banks  developed  more  technical,  allocation  and  cost  efficient methods by opening 
branches and installing ATMs all over the country, inside and outside banks, in order to control 
a larger market share. ATMs were also installed in places away from banks. 
The big four (Absa Bank, Standard Bank, Nedbank and FirstRand Bank) predominantly offered 
credit products designed for high-income earners.   Nonetheless, they have established 
unsecure funding divisions designed for low -income earners.  Banks have resorted to charging 
higher banking fees for in-branch services, which is one of the factors that compel consumers 
to use alternative banking means such as ATMs. 
It is normal that a positive connection amongst size and benefit in light of the view that a bigger 
size ought to enable the bank to acquire economies of scale. The impact of size could be non-
straight, with gainfulness at first expanding with size and after that declining for bureaucratic 
and different reasons. Then again, bigger size may likewise suggest economies of extension 
for the bank coming about because of the joint arrangement of related administrations (for 
instance, banks could pitch to their clients’ life and additionally home protection together with 
contract loans utilizing their branch networks). 
2.3.4. Efficiency 
Efficiency ratio evaluates the overhead structure of a financial institution. The efficiency ratio 
gives  us  a  measure  of  how  effectively  a  bank  is  operating.  Efficiency is also a good 
measure of profitability. Not all banks calculate efficiency ratio the same way. For all versions 
of the ratio, an increase means the company is losing a larger percentage of its income to 
expenses. If the efficiency ratio is getting lower, it is good for the bank and its shareholders.  
ER= non-interest expense/ interest income + non-interest income.  
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Figure: 2.4 Trends on efficiency of four major banks in South Africa 
 
Source: Bloomberg financial statements of four major banks in South Africa 
1---- Standard bank,  
2---- Nedbank, 
3---- ABSA  
4 -----FNB. 
2.3.5. Monetary policy 
In pursuing its objective of protecting the value of the rand, the Bank conducts monetary policy 
under the inflation-targeting framework. Inflation targeting is a monetary policy framework 
characterised by an announcement of a numerical target point or range for the inflation rate 
that is intended to be achieved over a specific future period of time. In South Africa the inflation 
target has been specified as achieving a twelve-month rate of increase in the consumer price 
index, excluding mortgage interest costs, called the CPIX, of 3 to 6 per cent.  When setting 
monetary policy the Bank decides on the level of short-term interest rates necessary to meet 
the inflation target. 
 The MPC of the Bank looks at a range of domestic and international economic factors which 
will have a bearing on future inflation – usually focusing on a time horizon of about two years, 
this being the time it takes for the full effects of changes in interest rates to work through the 
economy and impact on inflation. The MPC's decisions influence the overall lending policies 
of the banks, and also the demand for money and credit in the economy. If the committee's 
evaluation indicates that with an unchanged repo rate inflation will rise above the inflation 
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target in about two years' time, it will tend to raise the repo rate. If its evaluation indicates that 
inflation will fall below the target, the committee will tend to reduce the repo rate (SARB, 
2007). 
2.3.6. Repo rate  
The repurchase or repo rate is the interest rate at which the Bank lends money to private banks. 
The Bank acts as banker for private banks. Banks experience a cash shortfall or a need for 
liquidity on a daily basis and their lender of last resort is the Bank. A formal system is in place 
to guide the process through which banks borrow from the Bank and it is called the repurchase 
transactions system (repo system). The repo system of borrowing and lending involves the 
temporary sale of a financial asset by the borrower (bank) in exchange for the needed cash 
from the lender (the Bank). In such a transaction, there is an explicit agreement that the 
borrower must repurchase the financial assets at an agreed future date – for example, after one 
week. The repo rate is determined by the Bank at each meeting of its Monetary Policy 
Committee (MPC). It is expressed as a rate per annum. 
Figure: 2.5 Trends on repo rate in South Africa 
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Source: Bloomberg financial statements of four major banks in South Africa 
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The repo rate serves as a benchmark for the level of short-term interest rates. For example, if 
the repo rate increases, banks have to pay more for repo funds. To maintain their existing profit 
margins, banks raise the interest rates at which they take deposits from and lend money to their 
customers. This causes a general rise in interest rates or the cost of holding money, and Interest 
rates have therefore become increasingly more sensitive to developments in both developed 
and emerging financial markets (SARB, 2007). 
 
Until June 2001 South Africa was one of handful couple of nations which had not taken after 
the case of US monetary policy. Although a portion of the outside inflationary weights had 
subsided, the economy seemed, by all accounts, to be setting out toward higher development 
by the start of 2001, and the expansion in household consumption raised the potential for higher 
inflation weights. Generation value inflation was likewise obstinately high. In any case, by 
June plainly in spite of the fact that the worldwide lull was not influencing the residential 
economy to an indistinguishable degree from different economies, South Africa was surely not 
resistant to these improvements. Besides the absence of household weight on inflation kept on 
winning notwithstanding a current account surplus and a steadier successful exchange rate. As 
observed above, by May 2001 CPIX inflation had declined to 6, 5 for every penny and all signs 
were that the objective for 2002 would be accomplished. The lower expansion rate additionally 
implied that genuine interest rates were rising and unless the Bank took after with bring down 
short- term interest rates it would have inferred a dynamically more tightly monetary policy.  
 
Given these variables, the Monetary Policy Committee (MPC) chose to decrease the repo rate 
by 100 premise focuses at its meeting in June. It was felt that the proceeding with absence of 
household weights and the universal condition gave scope for a non-inflationary decrease in 
interest rates. The diminishment in the repo rate brought about a 75 premise point decrease in 
the prime loaning rates of the banks, and in July a further 25 premise point lessening was 
affected. 
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As indicated by ZAeconomist (2016) states that repo rate developments were changed of the 
accompanying reasons; in 2001 the repo rate was diminished and it was chosen to expand it 
from the period following 2001. The choice showed up to a great extent Rand driven, after a 
sharp cash deterioration as of late, with key changes to the SARB's Rand suppositions. 
Financial action got when inflation died down in the vicinity of 2003 and 2005, in light of the 
fact that the exchange estimation of the rand recouped emphatically and on the grounds that 
interest rates declined with less expansion. Economy appreciated blast time conditions in the 
vicinity of 2004 and 2007. 
 The interest rate cycle handed higher over 2006, a long time before the Global Financial Crisis 
softened up September 2008 but then was joined by rand shortcoming. Expansion accelerated 
in 2006-7 as the exchange rate debilitated and inflation rates stayed high as exchange rate 
shortcoming persevered until mid-2009. Lower interest rates took after a rand recuperation in 
2009 and bring down swelling rates that proceeded until mid-2010. Interest rates were steady 
to imperceptibly bring down until the finish of 2013, however turned around course in mid-
2014 after inflation got and came to debilitate the upper band of the expansion targets set for 
the Reserve Bank. This higher expansion took after the high level of rand shortcoming after 
2011 that was connected to worldwide hazard avoidance and lesser streams to developing 
business sector bonds and values. 
 
2.3.7. Interest rates 
Interest rates are prices for loanable funds – prices of funds invested, lent out or borrowed for 
various periods of time. The supplier or lender of funds normally wants to earn an income and 
the user or borrower will generally be prepared to pay for the right to use the accumulated 
funds. The nominal or market interest rate is determined by the supply of and the demand for 
funds. 
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Figure: 2.6 Trends on interest rates in South Africa 
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Source: Bloomberg financial statements of four major banks in South Africa 
 
The supply of funds depends on the preference of society for current versus future 
consumption. Societies that are prepared to postpone consumption to a later date and that prefer 
to accumulate wealth now will set aside a higher portion of their current income for wealth 
accumulation than societies that have a stronger preference to spend now. The lower the 
preference for current consumption, the stronger the incentive will be to accumulate funds. The 
demand for funds depends on the opportunities available for using borrowed funds efficiently 
and profitably. The more profitable the usage of funds, the greater the demand for funds 
(SARB, 2007). 
The repo rate and the loaning rate move a similar way and pretty much a similar premise point. 
The increments and reductions in loaning rate are influenced by similar changes in the repo 
rate and subsequently repo rate and loaning rate take after an indistinguishable pattern from 
appeared previously.  
 
Taking a gander at the above outlines of Repo Rate and Return on Assets by taking a look at 
the two patterns we can see backwards relationship. At the point when repo rate builds, return 
on assets diminishes and when repo rate diminishes, return on assets increments. 
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The Reserve Bank cut the repurchase rate by 250 basis points from 12 to 9, 5 per cent over the 
course of 2001, resulting in a decline in banks’ prime lending rates from 14, 5 to 13, and 0 per 
cent. On 15 January 2002, the repurchase rate was raised from 9, 5 to 10, 5 per cent, leading to 
one percentage point increases in prime lending rates. Lower short-term interest rates in 2001 
were accompanied by a continuous decline in long-term bond yields until November, when 
further sales of government bonds by residents and non-residents put pressure on prices and 
yields. Yields on the R153 fell from 12, 6 per cent in January 2001 to about 10, 2 per cent in 
November, before rising to 11, 7 per cent in December, and then retreating to 11, and 6 per 
cent in January 2002. 
 
2.4 Conclusion 
This part furnished us with an outline of the South African banking industry, a concise history 
on the banking sector and past monetary policy administrations, structure of the banking 
business and it takes a gander at productivity and monetary policy patterns. It additionally 
addresses different factors that have an impact of bank productivity and keeps an eye on the 
conceivable purposes behind the patterns on all factors. 
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Chapter 3 
Literature review 
3.1 Introduction 
Banks survive in light of the diverse organizations they provide for divisions of the economy. 
They frame the biggest piece of bank system and a portion of the economies that depend 
vigorously on banks are to bank-based. All things considered, the managing an account division 
turns into the key drivers of financial development and advancement. Without banks, the way 
toward coordinating surplus operators and deficit agents would be exorbitant and take long. 
This at that point makes business banks and their administrations significant and imperative 
for any trades and financial exercises to occur. Determinants of bank profitability have inside 
and external factors. Inside factors of bank profit are those components affected by the bank's 
organization procedure goals and decisions and the outer macroeconomic variables, which 
incorporate loan fees among others.  
Short term financing costs assume an enormous part in the saving money division; bank 
productivity is for the most part affected by short term market rates. In this way, it is critical to 
investigate loan cost assurance, either discover short term loan fees, and after that it is important 
to investigate the elements of the supply of and interest for cash in the money related markets. 
And furthermore short term interest rates are utilized instrument of fiscal arrangement and are 
controlled intentionally by central banks to determine money related strategy destinations, at 
that point interest rates loan costs are resolved exogenously by the fiscal experts as an approach 
variable and their objectives and activities must be investigated. 
3.2 Theoretical review 
3.2.1 The Keynesian Theory  
The Keynesian Market analysts consider money related approach as working basically through 
interest rate. In Keynesian transmission system, an expansion in the money supply prompts a 
fall in interest rate to incorporate general society to hold extra cash adjusts. Thusly, a fall in 
interest rate may fortify speculation. The expanded speculations additionally increment the 
level of salary or yield through the multiplier, which may invigorate financial exercises. Along 
these lines, fiscal approach influences financial movement in a roundabout way through their 
effect on interest rates and investments. In this way, the Keynesian transmission system is 
portrayed by a profoundly point by point division developing of aggregate demand and a 
specialised determination of portfolio alteration process that connects central part to interest as 
a circuitous connection between money related strategy and fiscal demand. At the point when 
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the central Bank chooses to impact the adjustment in the repurchase rate, it gets under way a 
progression of monetary occasions. Market analysts allude to this chain of advancements as 
the transmission instrument of monetary policy.  
The fundamental instrument for fiscal approach is the repurchase (or repo) rate. The repo rate 
effect, affects different factors in the economy, for example, other interest rates, the swapping 
scale, cash and credit, other resource costs and choices on spending and speculation. Along 
these lines, changes in the repo rate influence the interest for and supply of merchandise and 
enterprises. The weight of interest in respect to the supply limit of the economy is a key factor 
affecting household inflationary weights. Expansion is, among others, the consequence of 
weights beginning in the work advertise or potentially the market for products and enterprises 
and additionally an aftereffect of imported inflation, which is impacted by exchange rates 
fluctuations (Smal and De Jager, 2001). 
Credit channel  
The third channel of transmission mechanism identifies with deviated information in financial 
markets and works initially, through consequences for bank loaning and besides, through 
impacts on the monetary records of firms and households units. Certain borrowers won't 
approach credit markets unless they obtain from banks. Expansionary monetary policy builds 
bank deposits and bank reserves, subsequently expanding the measure of advances accessible 
(Smal, and De Jager, 2001). This expansion in credits will cause speculation and buyer 
spending to rise. Schematically, the monetary policy impact is spoken to as:  
↓repo →↑bank deposits →↑bank loans →↑I, ↑C →↑y 
A critical ramifications is that monetary policy through this channel will greatly affect those 
more dependent to bank loans, for example, smaller firms, since bigger firms have plan of 
action to acquiring reserves by issuing new offer capital. As conditions and prohibitive 
administrative systems change to permit banks more noteworthy capacity to raise subsidizes, 
the intensity of this channel will be diminished (Mishkin, 1995). The asset report channel 
additionally emerges from asymmetric information in credit markets. The higher total assets of 
firms and households prompts more guarantee accessible for credits and the banks' potential 
losses from adverse selection toward becoming lower. This, combined with the change in the 
income circumstance of firms and individuals, can be spoken to in the accompanying schematic 
representation for the accounting report channel of monetary policy transmission:  
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↓repo →↑price expectations, ↑cash flow →↓adverse selection,  
↓moral hazard →↑lending →↑I, ↑C→↑y 
Keynes examination fights that what makes the rate of interest change is that the rate of interest 
is determined by the demand for and supply of cash. The advanced monetary hypothesis holds 
a totally extraordinary view. They trust that when the central bank buys securities in open 
market, it gets under way substitution and riches impacts, as the general population portfolio 
comprises of a wide assortment of benefits, for example, securities, values, investment funds, 
contract, and so on. These impacts will eventually build total cash demand and expand yield. 
This hypothesis is identified with monetary financial aspects which is basically worried about 
the part of cash in an economy. It practices on the advancement of monetary hypothesis and 
policy, and it is utilized as a part of affecting the level of financial exercises and cash available 
for use. Monetary policy influences practically every features of the economy like inflation, 
interest rate and business and so forth. Monetary financial aspects likewise thinks about the 
conduct of budgetary institutions, for example, deposit money banks which are noteworthy in 
determining the pace of development and improvement in the economy. 
3.2.2 Loan pricing theory 
Banks can't generally set high interest rates, e.g. attempting to gain greatest interest salary. 
Banks ought to consider the issues of unfavourable determination and good peril since it is 
extremely hard to estimate the borrower sort toward the beginning of the banking relationship. 
In the event that banks set interest rates too high, they may instigate unfavourable choice issues 
since high-chance borrowers will acknowledge these high rates. Once these borrowers get the 
advances, they may create moral danger conduct or purported borrower moral peril since they 
are probably going to go up against exceedingly dangerous tasks or investments.  
Bank credits are evaluated in an unexpected way, and react to a considerably bigger number of 
factors. Bank credits are for the most part estimated at gliding rates of interest, utilizing a spread 
over a period differing benchmark, for example, the Prime Rate or Libor. The spreads fluctuate 
just respectably with FICO assessment and scarcely at all with term. Similarly or more critical 
than hazard and term are a puzzling assortment of different factors. The most regularly utilized 
benchmark for gliding rate advances to real borrowers is Libor, the London Interbank Offered 
Rate for Eurodollar deposits. Libor is declared by the Bank of England every business day and 
speaks to a composite of the offered rate for Eurodollar deposits by significant banks. Libor is 
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the all-inclusive benchmark of global syndicated loaning, and has turned out to be extremely 
prevalent in local U.S. advances too.  
Libor is in actuality more than one number: it is an arrangement of rates, a little yield bend for 
deposits of 1, 3, 6 and a year term. Most bank advances in the U.S. advertise require quarterly 
instalments of interest and so are valued against 3-month Libor. The second most ordinarily 
utilized market file benchmark is the U.S. local Declaration of Store rates. Cost of Assets 
(COF) measures are a variation on Cd rates. Treasury Bills, Government Assets and Bankers' 
Acknowledgments are at times utilized yet are less prominent. The greater part of the above 
files are freely accessible market costs. While a couple of banks utilize more extraordinary 
benchmarks, the present investigation is confined to the market files specified in this section, 
in addition to Prime Rate.  
Prime Rate is here and there depicted, by the two scholastics and specialists, as "the rate 
charged by banks to their most financially sound borrowers. Nothing could be further from 
reality. Prime has turned into the reason for most credits to the littlest and weakest borrowers. 
Vast open organizations have a solid propensity to get against showcase files, and medium-
sized organizations progressively do as such too.  
The borrower's size is an essential determinant of spreads: little organizations pay bigger 
spreads than vast organizations. Why should this be? No less than three conceivable reasons 
ring a bell.  
To start with size may intermediary for an extra measurement of default chance, since it is 
broadly trusted that little organizations are less demonstrated than expansive ones, more 
unpredictable and subject to sudden inverts. Second, littler organizations might be more costly 
to screen than vast ones, per dollar of credits, since the measure of exertion expected to screen 
an organization is probably not going to rise proportionately with the span of the organization 
or of a specific advance. Third, little size may speak to an absence of bartering power on the 
borrower's part, with the goal that the overabundance spread charged to little organizations is 
a type of lease random to hazard or checking cost ( Petersen, Schoeman and Tau, 2008). 
3.2.3 Classical theory of interest 
The neo-traditional formulation of loanable assets hypothesis of interest reveal a change on the 
established hypothesis, in as much as the term loanable assets is more extensive in scope and 
incorporates, in Robertsonian dialect, not just deliberate investment funds (i.e., reserve funds 
out of extra money as utilised by Pigou) yet additionally obtained bank subsidises and activated 
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idly balances (dishoarded money). There is, in this way, to all expectations and purposes, very 
little contrast between the two speculations aside from that the term loanable assets replaces 
the terms saving or capital.  
As indicated by the traditional hypothesis, rate of interest is determined by the supply of and 
demand for capital. The supply of capital is administered by preferences and the demand for 
capital by the normal efficiency of capital. Both time preference and efficiency of capital rely 
on holding up, saving or thrift. The hypothesis is, hence, otherwise called the free market 
activity hypothesis of saving. The demand for capital comprises of the demand for profitable 
and immoderate purposes. Overlooking the last mentioned, capital is demanded by the 
speculators since it is profitable. Hence, the efficiency of capital is liable to the law of variable 
extents. Extra units of capital are not as profitable as the prior units. In this way the demand 
for capital is conversely identified with the rate of interest, and the demand plan for capital or 
venture bend slants descending from left to right. There, are, in any case, certain different 
elements which oversee the demand for capital, for example, the development of population, 
technical progress, procedure of justification, the standard of living of the group, and so forth.  
The supply of capital relies on reserve funds, rather upon the will to save and the ability to save 
of the group. A few people save regardless of the rate of the interest. They would keep on 
saving regardless of the possibility that the rate of interest were zero. There are other people 
who save in light of the fact that the present rate of interest is quite recently enough to prompt 
them to save. 
3.2.4 Liquidity preference theory  
Keynes describes this 1hypothesis as the prizes of not putting away yet rather the prizes for 
isolating with liquidity for the predefined period. This theory, thusly portrayed as the money 
related speculation of interest as particular from the real hypothesis speculation of the 
traditional school of thought.  
The liquidity preference theory can be portrayed as a speculation of the interest for money that 
depends, on the credit cost. Keynes battled especially that the interest for money is on the other 
hand related to the loan cost: the higher the financing cost the less the measure of money asked. 
The breakdown of the demand for money into prudent and theoretical demands has an essential 
effect in the theory advanced by Keynes to clear up the financing cost states, Oster (2003). 
Keynes (1936) moreover sets that the demand for money depends on upon the three 
expectations, transactive motive, precautionary motive and speculative motive.  
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Concentrated on that, money is kept to down utilizations, including the two exchanges and of 
the level of pay. In any case, he assumed that money is held for reason other than as a medium 
of exchange. Hypothetical equalities depend on upon the normal heading and size of arranged 
changes in advertise financing costs. Opined that, if individuals assume that market credit costs 
are presumably going to increase later on, they have a help to hold their wealth as liquid assets 
with a particular ultimate objective to keep up a vital separation from the capital loses of long-
tern assets that would run with the ordinary augmentation in financing costs, states Origiki and 
Andabai (2014).  
Origiki and Andabai (2014) express that the people who hold money acknowledge or expected 
that money change will outperform the yield on choice assets are said to demonstrate liquidity 
slants. The theory acknowledge that, more individual expect a future augmentation rates when 
the present level of advance expenses is high. Origiki and Andabai (2014) similarly observe 
that, liquidity slant and the hypothetical interest for money are opined to be oppositely related 
to the present level of financing costs.  
According to Afolabi (1999), the interest for money (liquidity preferences) depend on upon 
two factors: ostensible wages and the market rate of interest, then again, the interest for money 
depends upon a real wage and the real rate of interest if the esteem level is reliable or if the 
interest for trade is communicated out in certified terms. 
3.2.5   Financial intermediary theory 
Allen and Ndikumana (2000:134) contend that a financial framework lessens liquidity risk and 
encourages the administration of risk by savers and investors. Financial frameworks gather and 
assess data more viably and less lavishly than singular speculators as a result of the economies 
of scale appreciated by financial intermediaries.  
The payment framework and intermediation are required for financial development. Like some 
other revenue driven organization, the foremost objective of financial mediators is to augment 
investor wealth. In this way, choices on loaning, contributing, getting, evaluating, including 
new administrations, dropping old administrations, and different exercises rely upon the effect 
on investor wealth. As indicated by Gup and Kolari (2005:9), deposit type financial delegates 
are monetary units whose essential capacity is acquiring reserves from investors and others, 
and after that loaning those assets to borrowers. Banks are one sort of financial intermediaries.  
An abnormal state of financial intermediation is performed by banks, and specifically, the 
changes of deposits into loans which involve the observing of borrowers, and the subjective 
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change of capital, show that banks assume an imperative part. All the more particularly, 
financial delegates develop to bring down the expenses of looking into potential speculations, 
applying corporate control, overseeing risk, activating funds, and leading exchanges. 
Business banks go about as intermediaries between the individuals who have cash that is, savers 
or depositors, and the individuals who require cash (that is, borrowers). As financial 
intermediaries, business banks enhance monetary effectiveness and monetary development by 
allocating cash-flow to its most ideal employments. The capacity of the financial framework is 
to pool savings. Financial intermediaries can accordingly help enhance company's efficiency, 
by reducing the transaction costs related with the preparation of savings from various monetary 
specialists. Decrease of information costs makes financial intermediaries valuable to enhance 
the assignment of assets and additionally support mechanical innovation (Meon and Well 
2010:297).  
According to the writing, profitable intermediation by banks depends entirely upon 
intermediaries being ready to diminish look and transaction costs for the two moneylenders 
and borrowers of assets using economies of scale. In other words, the diminishment in costs 
must be more noteworthy than the charge made by the intermediary as in the following 
condition (Howells and Bain 1998:17).  
 
(y+C'B+ C'L) < (CB + CL)  
 
Where CB = Costs to the borrower in the absence of an intermediary;  
 
CL = Costs to the moneylender of assets in the absence of an intermediary;  
 
C'B = Costs to the borrower when dealing by means of an intermediary,  
 
C'L = Costs to the loan specialist of assets when dealing by means of an intermediary;  
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y = the intermediary's charge for supplying the administrations.  
Kana (2017) set up that even where cash and intermediation are both basic, banking isn't 
fundamental when monitoring cost is adequately little. In any case, a banking framework is 
fundamental when monitoring costs are adequately extensive. With a specific end goal to 
minimize these costs, banks securities the protected bit of their loans in the type of go through 
certificates. This empowers them to remove a portion of the loan off their balance sheet and in 
this manner diminish their intermediary costs. Higher cost of intermediation would diminish 
banks' profitability and turn out to be unfavorable to financial security. 
Before banks granting loans, they should assess information about forthcoming borrowers to 
determine on the off chance that they are trustworthy. Information is troublesome and 
exorbitant to obtain. Information about vast firms that are traded on an open market, for 
example, Microsoft, is simpler to obtain than information about little, secretly held firms. In 
this manner, banks cannot discriminate against borrowers on the premise of race, sex, age, 
and/or other factors. Borrowers must be judged on the premise of their creditworthiness. 
Moreover, moneylenders must supply borrowers with precise information about the cost of 
borrowing. Another factor is repaired costs for setting markets which may bring about 
numerous equilibria, one in which showcase finance predominates and another in which 
intermediated finance predominates (kana, 2017). 
3.3 Empirical review 
3.3.1 International countries 
In Pakistan during the years of 2008 to 2004 the study of the impact of monetary policy on 
bank profitability was conducted by Waseem Ahmad Khan. To examine the impact of interest 
rate changes on the profitability of commercial banks in Pakis tan, Pearson correlation method 
is used in this study. As a result it is found that there is strong and positive correlation between 
interest rate and commercial banks‟ profitability. It means if the value of interest  rate  is 
increases or decreases  then  as  result  value  of  banks profitability  will  also increases or 
decreases. 
Claudio Borio, Leonardo Gambacorta and Boris Hofmann conducted a study on the effect of 
monetary policy on banks profitability amongst 109 large international banks headquartered in 
14 major advanced during 1995–2012. Their study suggested that the positive impact of the 
interest rate structure on net interest income dominates the negative one on loan loss provisions 
and on non-interest income. We also find that the effect is stronger when the interest rate level 
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is lower and the slope less steep, i.e. that non-linearities are present. All this suggests that, over 
time, unusually low interest rates and an unusually flat term structure erode bank profitability. 
 
In India Leena Kaushal and Neha Pathak since 2000 to 2010 used Log transformation analysis 
and regression estimate for monetary variables that impact the bank performance. The results 
suggest that there has been a significant impact of policy changes on the commercial banks 
interest profitability and the inflation. But when the policy tightens its stance, commercial 
banks have enough flexibility to re-adjust their lending rates and deposit rates to narrow down 
the impact on  its  profitability  due  to  the  hike  in  policy  rates.  Banks work in tandem to 
the monetary policies stance to bring out the desired result in the economy. 
 
3.3.2 African countries 
Onodugo Chris, okoro E.U, Benjamin A. amujiri and Vincent A. onodugo researched about the 
effect of monetary policy on bank profitability in Nigeria during the year of 2000 to 2013 using 
descriptive and ex post facto research design. The study discovered monetary policy regimes 
during SAP periods did not have significant impact on the total asset value, deposit 
mobilization, loans and advances and credit to the private sector and vice versa. The paper 
recommended that policy makers should administer the monetary policy instruments to ensure 
they are effective in generating the level of economic activity desired in the banking industry. 
3.3.3 Local 
In South Africa the study of the role of banks in monetary policy mechanism in 2012 was 
conducted by Sidney Mishi and Asrat Tsegaye using Panel method. The results indicate the 
prevalence of the bank lending channel in which banks play a pivotal role in the monetary 
policy transmission in South Africa. Also bank size had proved to appropriately discriminate 
banks in South Africa according to their external finance cost. 
 
3.4 Conclusion 
This section of the research investigated the different hypothetical models that have been 
created to demonstrate the determination of interest rates. Speculations like the Keynesian 
Hypothesis illuminate us on interest rate determination. The loanable assets hypothesis sheds 
on how the cost of credit is determined considering the investigation that manages how the 
repo rate and loaning rate influence bank profits, of which they are the cost of credit and then 
at last it reveals insight into the bank loaning channel of monetary transmission which 
demonstrates the part of banks in monetary transmission. Exact outcomes demonstrate that in 
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a few nations monetary policy affects bank productivity and in a few nations it has no critical 
effect. 
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Chapter 4 
Research methodology and empirical analysis 
 
4.1 introduction 
This division of research will deal with the description of the model and the foundation of it is 
discussed by the theoretical framework in the preceding chapter. The connection between the 
monetary policy and the bank’s profitability in South Africa can be carefully examined using 
this model and collecting major relations of variables. The empirical literature has been used 
comparing different studies around the world in how they view the relationship between 
monetary policy and four major banks profitability in South Africa. The main objective of this 
section is to form a model which will be the foundation of the empirical analysis for the 
research problem from the perspective of South Africa. 
4.2 model specification 
The   examination of the impact of monetary policy in bank profitability of the four major 
banks in South Africa namely: ABSA, FirstRand, Nedbank and Standard Bank will be carried 
out using Panel data methodology. Panel data regularly emerges in money related 
demonstrating where we have information including both time arrangement and cross-sectional 
components, and such a dataset would be known as a board of information or longitudinal 
information. A board of information will epitomize data crosswise over both time and space. 
Significantly, a panel keeps the same objects and measures some amount about them after some 
time. Unbalanced panel is used because of the different number of observations among panel 
cross sections. panel data has over other econometric models such as that it can address a more 
extensive scope of issues and handle more perplexing issues than would be conceivable with 
immaculate time-series or cross-sectional information alone (Brooks, 2008).  
Panel data has more educational information, more changeability, less collinearity among 
factors, more degrees of freedom and more effectiveness and is are more qualified to 
concentrate on the progression of change. There are four estimation techniques in approaching 
panel data. The Pooled OLS model which pools all observations and estimate a grand 
regression, neglecting the cross-section and time series nature the data. The fixed effects model 
pools all observations, but allows each cross-section unit to have its own (intercept) dummy 
variable. The fixed effects within-group model also we pool all observations, but for each entity 
we express each variable as a deviation from its mean value and then estimate an OLS 
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regression on such mean-corrected values. The random effects model (REM) it is assumed that 
the intercept values are a random drawing from a much bigger population (Gujarati and Porter 
2009). 
All the data was collected, analysed and evaluated. The bank’s profitability (proxy as return on 
assets) is represented as the function of monetary policy. The regression is written as: 
ROA= f(repo, intr, effc, size)……………………………………..(1) 
Where 
ROA- represent return on assets 
Repo- represent repo rate 
Intr- represent interest rates 
Effc- represent efficiency 
Size- represent bank size 
Roa=β0 + β1repo + β2intr + β3effc + β4size………………………………………..(2) 
β0 represents the constant coefficient and β1, β2, β3, β4 represent the coefficient estimates 
4.3 variables and apriori expectations 
The return on assets are the dependent variable and the repo rate, interest rates, efficiency and 
size are the independent variables in the equations above. 
The repo rate is the rate the Reserve Bank charges the banks, and the prime rate is the basis on 
which banks charge consumers to borrow money. There is a positive relationship between repo 
rate and bank profitability. Banks encourage the public to deposit their  money  by offering 
interest rates which motivate the public to make deposits  by  opening  their  different  accounts  
with  the  banks  and  banks  use  their  funds  for making  loan  to  other  people.  Practically, 
when bank makes loan to a customer it charges higher rate but pays lower rates to the depositor. 
With this difference of interest rates bank makes profit in return of giving these services.  
 To earn  much  profit  bank  charges  higher interest  rate  as  much  as  it  is  possible  and  on  
the  other  hand  pays  lower  rate  as  much  as possible. However, to attract the same borrower 
and depositor banks are competing to each other which maintain the interest rates in 
comparable range. As interest rates rise, profitability on loans also increases, as there is a 
greater spread between the federal funds rate and the rate the bank charges its customers. The 
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spread between long-term and short-term rates also expands during interest rate hikes, because 
long-term rates tend to rise faster than short-term rates (Khan and Sattar, 2014).  
Efficiency in delivering banking services is another important determinant of bank 
profitability. The cost-to-income ratio is included as a proxy for efficiency. This ratio is driven 
by the managerial efficiency. The concept of managerial efficiency refers to the ability of a 
bank to maximize profits or minimize costs in a given circumstance. There is a positive 
relationship between bank efficiency and bank profits. Thus more efficient banks are more 
profitable. 
To measure bank size, we use the logarithm of a bank’s total assets.   Because  the distribution  
of  bank  assets  is  highly  skewed, we  take the  logarithm  of  them  to  reduce 
heteroscedasticity.  The return on assets and bank size, the relationship is highly significant 
and positive, indicating that banks that are more capitalized are more profitable. A possible 
reason is that the increase in capital could reduce the probability of failure  and  lower  the  
bankruptcy  risk,  and  thus  reduce interest  expense  and  increase  bank profitability.    
4.4 data source 
The data used in this study combine the period of 1998 to 2013. The data is a yearly data for 
dependent and independent variables. The panel method is used to analyse and interpret the 
impact of monetary policy on four major banks in South Africa. This study uses statistics taken 
from Bloomberg website. The data collected for both explained and explanatory variables was 
for the last sixteen years. The  data  available  on  the  archives  of  these  banks  is  prepared  
by  high  level  experts  and professionals. These banks have copyrights and are fully 
responsible about the validity and reliability of data. Therefore, the researchers trust on this 
data with assurance of validity and reliability in terms of collection, compilation and 
measurements.  The data used in this research study is provided with complete references to 
ensure the validity and reliability of data. 
4.5 Estimation Technique 
This  section  presents  the  methods  that were employed  in  the  study  in  Monetary Policy 
and Bank Profitability of the Four Major Banks in South Africa.  A panel test is used, two tests 
were conducted pooled OLS and fixed effects tests. 
There are broadly two classes of panel estimator approaches that can be employed in financial 
research: fixed effects models and random effects models. The simplest types of fixed effects 
models allow the intercept in the regression model to differ cross-sectional but not over time, 
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while all of the slope estimates are fixed both cross-sectional and over time.  The main reason 
for using panel data is to expand the degrees of freedom and avoid collinearity. However it also 
has some advantages over a cross sectional or times series approach.  The advantage over a 
cross sectional regression is that it can be used to account for any unobserved heterogeneity. 
In addition it can be used to introduce a dynamic structure into a cross sectional regression. 
Panel  data  can  also  overcome  some  of  the  problems  of  aggregation  bias  as well as pick 
up effects that cross section and time series regressions miss out. 
4.5.1. Pooled OLS regression 
The panel data is presented in the following equation as 
yi t = α + βxi t + ui t 
yi = dependent variable, α = intercept term, β= k×1 vector of parameters estimated on 
explanatory variables, and xi t = 1 × k vector of observations on the explanatory variables, t = 
1, . . . , T ; i = 1, . . . , N.2 
The Pooled OLS model assumes that there are no distinctions among the information matrices 
of the cross-sectional measurement. The model gauges a consistent constant for every cross-
section and it is valuable under the theory that the information set is a priori homogeneous. It 
is very prohibitive.  
4.5.2. Fixed effects  
The model is represented in the following 
Yit = α + βxit + μi + vit 
It assumes that the constant is treated as a group, allowing for different constants for each 
group. The estimator known as the least squares dummy’s it has different constants for each 
group and a dummy variable for each group. The properties this approach is that it captures all 
effects specific individual and does not vary in time, it may have many dummy variables and 
in this case would use N degrees of freedom. Although with many dummies in the picture this 
may make it difficult to compute them hence they resort to differencing the variables although 
this can distort parameter values (Asteriou and Hall, 2011). A fixed effect model is more 
plausible when the entities in the sample effectively constitute the entire population (Gujarati 
and Porter, 2009). 
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4.6. Presentation and Discussion of Results 
4.6.1 Fixed Effect Regression 
It is also possible to have a time-fixed effects model rather than an entity fixed effects model. 
We would use such a model where we thought that the average value of yit changes over time 
but not cross-sectionally. Hence with time-fixed effects, the intercepts would be allowed to 
vary over time but would be assumed to be the same across entities at each given point in time. 
We could write a time-fixed effects model as 
yit =α+βxit +λt +vit 
Where λt is a time-varying intercept that captures all of the variables that affect yit and that 
vary over time but are constant cross-sectionally.  
 
Table 4.1 Fixed Effect Result 
 
Dependent variable: ROA  
 
  Coefficient Std. Error t-ratio p-value  
const -31,1119 13,819 -2,2514 0,02823 ** 
EFFICIENCY 0,0244677 0,0678546 0,3606 0,71974  
INT 0,0443164 0,147015 0,3014 0,76418  
l_SIZE 3,58945 1,04513 3,4345 0,00111 *** 
l_net_profit -1,85842 0,547426 -3,3948 0,00126 *** 
 
Mean dependent var  1,972456  S.D. dependent var  3,550377 
Sum squared resid  577,2635  S.E. of regression  3,182362 
R-squared  0,261359  Adjusted R-squared  0,196566 
F(5, 57)  4,033746  P-value(F)  0,003338 
Log-likelihood -159,1708  Akaike criterion  330,3416 
Schwarz criterion  343,2004  Hannan-Quinn  335,3990 
rho  0,070452  Durbin-Watson  1,847605 
 
Test for differing group intercepts - 
 Null hypothesis: The groups have a common intercept 
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 Test statistic: F(1, 57) = 0,876033 
 with p-value = P(F(1, 57) > 0,876033) = 0,353239 
 
4.6.2. Interpretation of the Fixed Effect (FE) Regression 
 
The repo rate has been omitted because of collinearity. The result of the Fixed Effects shows 
that there is a positive relationship between banks’ profit and interest rates. A 1% increase in 
interest rates will increase the profits of the banks by 0.044. The results of the interest rate do 
not conform to the apriori expectations that an increase in interest rate increases bank 
profitability.  Interest rate is not statistically significant in explaining variation in the banks’ 
profits. There is a positive relationship between banks’ profit and efficiency. A 1% increase in 
bank efficiency will increase the profits of the banks by 0.024. The results of the interest rate 
do not conform to the apriori expectations that an increase in bank efficiency increases bank 
profitability.  Efficiency of banks is not statistically significant in explaining variation in the 
banks’ profits. However, there is a positive relationship between bank size and the banks’ 
profits. A 1% increase in bank size will lead to an increase of 3, 58945 in bank profitability. 
This is in line with apriori expectations. The size of the bank is significant at 1% level in 
explaining the changes in the bank profit. 
 
Table 4.2 Pooled OLS 
 
Model 8: Pooled OLS, using 63 observations 
Included 2 cross-sectional units 
Time-series length: minimum 31, maximum 32 
Dependent variable: ROA 
 
  Coefficient Std. Error t-ratio p-value  
const -32,2851 13,7473 -2,3485 0,02228 ** 
EFFICIENCY 0,00818203 0,0655157 0,1249 0,90105  
INT 0,0566213 0,14627 0,3871 0,70010  
l_SIZE 3,81272 1,01645 3,7510 0,00041 *** 
l_net_profit -1,96978 0,533767 -3,6903 0,00050 *** 
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Mean dependent var  1,972456  S.D. dependent var  3,550377 
Sum squared resid  586,1354  S.E. of regression  3,178959 
R-squared  0,250007  Adjusted R-squared  0,198283 
F(4, 58)  4,833505  P-value(F)  0,001964 
Log-likelihood -159,6512  Akaike criterion  329,3025 
Schwarz criterion  340,0181  Hannan-Quinn  333,5170 
rho  0,079294  Durbin-Watson  1,830174 
 
4.6.3. Interpretation of the Fixed Effect (FE) Regression 
The result of the Fixed Effects shows that there is a positive relationship between banks’ profit 
and interest rates. A 1% increase in interest rates will increase the profits of the banks by 0, 
0566213. The results of the interest rate do not conform to the apriori expectations that an 
increase in interest rate increases bank profitability.  Interest rate is not statistically significant 
in explaining variation in the banks’ profits. There is a positive relationship between banks’ 
profit and efficiency. A 1% increase in bank efficiency will increase the profits of the banks by 
0, 00818203. The results of the interest rate do not conform to the apriori expectations that an 
increase in bank efficiency increases bank profitability.  
 
 Efficiency of banks is not statistically significant in explaining variation in the banks’ profits. 
This means that during the estimated period, banks were less efficient, and therefore Cost- 
Income ratios went up and bank profitability went down. However, there is a positive 
relationship between bank size and the banks’ profits. A 1% increase in bank size will lead to 
an increase of 3, 81272 in bank profitability. This is in line with apriori expectations. The size 
of the bank is significant at 1% level in explaining the changes in the bank profit. 
 
4.7. Conclusion 
The purpose of this chapter was to highlight the method which will be employed in pursuing 
the objectives of the research and the various research techniques that will be applied, variables 
were defined and the apriori expectations were explained. The Panel method was used to 
estimate the impact of monetary policy on four major banks profitability in South Africa. 
The results revealed that banks that have higher levels of revenue diversification and higher 
efficiency tend to be more profitable when we measure profitability using ROA. Banks with 
higher capital have higher profitability, when we measure profitability using ROA. The result 
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of the Fixed Effects shows that there is a positive relationship between banks’ profit and interest 
rates but that did not conform to the apriori expectation. 
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Chapter 5 
Summary, conclusion and recommendations 
 
5.0. Introduction 
This part makes consideration regarding the determinations in view of the past sections of the 
examination which acquainted the principle issues related with bank profitability. The goal and 
theory of the examination, displayed the hypothetical framework and empirical literature 
review, delineated the research methodology and took after the investigation to portray the 
outcomes. At last, this chapter deals with the summary, recommendation and conclusion but 
further research opportunities will also be identified. 
Bank profitability is important in South Africa because it contributes to economic growth of the country. 
Banks profitability plays a vital role at both micro and macro level in the economy. At the micro  level,  
profitability  is  essential  for  the  successful  execution  of  banking  business  and facing the ever 
growing competition in the financial markets. Whereas, at the macro level, a sound  and   profitable  
banking  sector  is  better  able  to  withstand  negative  shocks  and contribute to the stability of the 
financial system. The link between monetary policy and bank profitability has gained prominence 
following the Great Financial Crisis. 
5.1 Summary and overview of the research issue 
5.1.1. Overview of the Research 
In Chapter 1 the researcher exhibited the presentation and foundation of the study concerning the 
significance of bank profitability, research issues, goals, centrality and the impediment of the study. 
Theoretical framework of financial intermediation theory was exhibited in Chapter 2 as far as saw 
expenses and hazard amongst banks and borrowers. The chapter analyzes the elements which influence 
bank profitability by utilizing the theory of financial intermediation. The chapter additionally features 
an outline of the South African banking sector regarding bank control in the South African setting.  
Chapter 3 conceptualizes the framework of market structure and banking proficiency. Methodologies 
were utilized as a part of request to see how the connection between bank particular, industry-particular 
and full scale monetary determinants influences the profitability of banks. The survey of existing 
literature and an empirical research was led by different researchers in the field of determinants of bank 
profitability which secured bank particular, industry-particular and full scale financial determinants on 
bank profitability.  
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In Chapter 4 surveys the research methodology and configuration utilized as a part of the study. The 
quantitative approach was utilized and an examination of board information was chosen as the most 
fitting to clarify the factors in condition well. 
5.2. Summary and conclusion 
This study examined the impact of monetary policy on profitability of four major banks in 
South Africa. The main objective of this study was to conduct an econometric investigation 
about the impact of monetary policy on profitability of four major banks in South Africa. The 
second objective was to examine trends in profitability of four major banks in South Africa. 
Third objective is based on the empirical findings, make conclusions and policy 
recommendations. Panel data for 1998 to 2013 of South African four major banks has been 
used to analyses fixed effect and pooled ols results methods. The results revealed that banks 
that have higher levels of revenue diversification and higher efficiency tend to be more 
profitable when we measure profitability using ROA. The result of the Fixed Effects shows 
that there is a positive relationship between banks’ profit and interest rates but that did not 
conform to the apriori expectation. It has been found that bank size showed that large banks 
perform better than the small and medium banks hence the superior profitability performance. 
5.3. Policy recommendations 
Having built up that a significant number of the instruments of monetary policy don't 
fundamentally effect on the profitability of banks in South Africa, administration of banks 
should look past financial arrangements to upgrade their benefits. The business banks are 
charging more to borrowers however paying less to investor. For the advancement of economy 
administration of bank should focus on their benefit by charging lower financing cost and 
giving good returns to investors. 
Concerning the variables which are not significant, the stakeholders should try a few 
endeavours to enhance those variables to the end of making profits. To enhance profitability of 
business banks, South African business bank stakeholders should give more consideration 
regarding increment value funding to meet capital necessity for the Basel Committee 
Regulations by lessening cost s and other multiplying of capital costs.  
The South African stakeholders banks should better deal with the effect of loans to generate 
interest edges and profitability by spreading and enhancing their assessment procedures to 
recognize nature of loans to borrowers and fortify the interior review framework for the loaning 
elements of banks, checking the procedure after the loan has been in all actuality, to decide if 
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the borrower is conforming to the terms of the loan - agreement. It will enhance poor 
requirement of creditor - rights and fortify the lawful condition of business to maintain a 
strategic distance from bankruptcy of the bank and reinforce financial matters of the nation.  
Concerning savings and fixed deposits which are the primary wellsprings of bank-financing 
and is at the most reduced cost. In this manner, South African business banks stakeholders 
should give more regard for expanding the contributors, as the higher the level of deposits, the 
more prominent the impact it has on bank profitability. 
5.4. Areas of further study 
A comparative study ought to be led to include more banks in South Africa. So also, an 
investigation of this nature including more instruments of monetary policy in advocated. The 
examination tried to research factors that impact productivity of business banks in South 
Africa. However the factors utilized as a part of the examination were not thorough. Future 
research could fuse macroeconomic factors, for example, GDP, inflation and exchange rates. 
Likewise an investigation on the elements impacting the liquidity position of business bank in 
the nation could increase the value of the execution of local banks and academic literature. 
 
Future explores could be conducted on issues, for example, the degree of the power of the 
supervisory offices to take particular actions against bank administration, chiefs, investors, and 
bank evaluators and their impact on the profitability of South African business banks. The 
particular regulations that may concern future research are identified with restrictions on banks' 
activities and three mainstay of Basel, to be specific capital requirements (Pillar 1), official 
supervisory power (Pillar 2), and market train (Pillar 3). These administrative conditions could 
influence bank proficiency (profitability).  
 
The current examination did not consider ROE as reliant variables; notwithstanding, future 
research ought to incorporate ROE as one of the needy variables. Concerning autonomous  
Variables, additional ones that can be considered incorporate bank regulation and supervision  
Variables (i.e. CAPRQ capital requirement [CAPRQ]; private monitoring [PRMON]; official  
Disciplinary power [SPOWER]; and restrictions on bank activities [RESTR]. 
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